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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

GOEKE, Judge: Respondent determ ned a deficiency of $60, 333
in petitioners’ 2004 Federal income tax and al so asserts an
i ncreased deficiency. On an anended 2004 joint income tax return
petitioners clained over $347,000 as a loss on their Schedule E
Suppl enmental | nconme and Loss, asserting that they held 100

percent of the ownership in Twentieth Century Mortgage, Inc.
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(TCM. The disallowance of this loss is the basis of the
original deficiency. Respondent disallowed the | oss because he
determ ned petitioners were not owners of TCMin 2004.
Respondent al so asserts that petitioners are judicially estopped
fromcl ai mng ownership of TCM for 2004 because M. Kinsey took a
contrary position in prior litigation. After this case was
docket ed, respondent asserted an increased deficiency on the
basis of a claimthat M. Kinsey had received i ncone of
$44,152. 44 upon TCM s paying |l egal fees on his behalf in 2004.
For the reasons stated herein, we find that petitioners were not
sharehol ders of TCMin 2004, and respondent’s i ncreased
deficiency is not sustained.

FI NDI NGS OF FACT

Petitioners resided in Florida when the petition was fil ed.
Bef ore Decenber 2004 petitioners resided in Colorado. |In 1997
M. Kinsey founded TCMin Colorado to perform services as a
nort gage broker. TCM was a subchapter S corporation.

In February 2002 M. Kinsey consulted wth Ronald Brasch to
sell TCM M. Brasch was an experienced busi ness broker working
for First Business Brokers in Colorado Springs, Colorado. In
early April 2002 M. Brasch began representing M. Kinsey to
mar ket and sell TCM M. Brasch created an advertising package
and began extensively marketing TCM on June 12, 2002. The val ue

of TCM decl i ned between 2001 and 2003 because the profitability
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of TCM had declined during that period. In the beginning of 2003
M. Brasch updated TCM s financials to reflect its poor
performance in 2002. Between January and June 2003 M. Brasch
received no formal offers for TCM

Gerald Small, a principal of Anmerifunding/ Anerimax Real ty
G oup, Inc. (Anerifunding), a nortgage brokerage business,
emai l ed M. Brasch inquiring about the purchase of TCMin January
2003 but did not respond when contacted by M. Brasch's office.
M. Small emailed M. Brasch again in May 2003 i nquiring about
the purchase of TCM On May 12, 2003, M. Snmall responded to M.
Brasch with appropriate confidentiality paperwork. On August 19
or 20, 2003, M. Brasch received M. Small’s letter of intent to
purchase TCM for $2.1 mllion. The terns of this initial offer
contenpl ated a paynent of $500,000 at closing with the remai nder
to be paid in three quarterly paynents. One day after his
initial offer, M. Small increased his offer by approximtely
$1.3 million.

On Septenber 3, 2003, M. Kinsey proposed a $100, 000
di scount to the buyer for an all-cash transaction. On Septenber
30, 2003, M. Brasch received a draft purchase agreenent listing
Chad Heinrich, an enpl oyee of Anerifunding, as the buyer instead
of M. Small. After learning that M. Heinrich would be naned as

the purchaser, M. Brasch informed M. Kinsey that a credit
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report should be conpleted on M. Heinrich. M. Kinsey clains to
have accepted a credit report given to himby M. Heinrich.

First Collateral Services, Inc. (First Collateral), was a
lending institution that provided credit lines to, anong others,
TCM Before the TCM sale closed, M. Kinsey knew that First
Col | ateral would not do business with M. Small. M. Kinsey did
not tell First Collateral of M. Small’s relationship to M.

Hei nri ch.

M. Kinsey was represented by an attorney, Robert Horen,

t hroughout the negotiations and sale of TCM M. Kinsey, through
his representatives, structured the sale of TCMas $2 mllion in
cash for the sale of the stock, with the remainder in cash for
M. Kinsey's retained earnings in TCM The closing for the sale
of TCM occurred on Decenber 2, 2003, at M. Horen’s office. To
conplete M. Kinsey's sale of TCMto M. Heinrich, a total of
$3,370,804.76 was wire transferred to First Business Brokers on
Decenber 3, 2003.

At the closing, M. Heinrich received the stock certificate
of TCM M. Brasch received $190,000 as a fee for brokering the
sale of TCM Petitioners received $3,180,804.76 via wire
transfer dated Decenber 3, 2003. 1In addition to cash, M. Kinsey
obt ai ned an enpl oynent agreenent to work for TCM as its president
for a $240,000 annual sal ary, plus bonuses and expenses. M.

Ki nsey’ s enpl oynent agreenment with TCMrequired that he work at
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TCM s offices in Aurora, Colorado. During 2004 M. Kinsey worked
for TCM pursuant to the enploynent agreenent as a nortgage broker
and president.

I n Decenber 2003 fal se applications on behalf of
Aneri funding and TCM for a warehouse |line of credit with Fl agstar
Bank, FSB (Flagstar), a M chigan-based bank, were nmade in excess
of $15 mlIlion. Flagstar specializes in nortgage |ending and, as
part of its nortgage-I|ending business, originates |loans directly
on its own, provides various types of financing for nortgage
brokers, assists brokers on sales and underwiting, and buys and
sel |l s nortgage- backed securities as a correspondent pernanent
lender. A simlar line of credit with |Inpac Warehouse Lendi ng
G oup (I MPAC) caused mllions of dollars to be advanced to
Areri fundi ng through TCM i n Decenber 2003.

In April 2003 Flagstar entered into an agreenent to advance
Aneri fundi ng an anobunt not to exceed $20 million. These funds
were to be used to obtain residential nortgages that TCM woul d
ori gi nate and broker.

By March 2004 Fl agstar had di scovered that Amerifundi ng was
engaged in theft and a schene to defraud Flagstar. Amerifunding
had used fraudul ent buyers who used false identities and created
fraudul ent nortgages in these individuals’ names. As a result
of the schene, Flagstar advanced approximately $155 mllion to

Areri fundi ng and TCM on the basis of fraudul ent | oan applications
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and suffered | osses of approximately $23.4 mllion. |MPAC
advanced approximately $99.7 mllion to Anerifunding on the basis
of fraudul ent | oan applications and suffered | osses of
approximately $12.9 mllion. M. Heinrich, M. Small, and M.
Small’s wife were indicted.

As a result, in 2004 and 2005 various civil lawsuits were
filed, including a March 2004 suit by Flagstar agai nst
Ameri funding, TCM M. Heinrich, M. Small, Ms. Small, and M.
Kinsey. Al of the defendants with exception to Ms. Small, M.
Ki nsey, and TCM have defaulted. In the Flagstar lawsuit, M.
Kinsey testified that he was not |liable to Flagstar for fraud and
negl i gence because he was not the owner of TCM and he reported to
M. Heinrich acting nerely as an enpl oyee and under M.
Heinrich’s direction.

On February 18, 2005, M. Heinrich pleaded guilty to two
counts of felony fraud against Flagstar in the U S District
Court for the District of Colorado, for wire fraud. As part of
his plea, M. Heinrich admtted to his participation in a
conspi racy which used TCMto commt fraud agai nst Flagstar and
| MPAC. M. Heinrich was inprisoned for 28 nonths and ordered to
pay restitution of $22.4 mllion to Flagstar and approxi mately
$12.6 mllion to | MPAC.

On May 25, 2005, Flagstar and I MPAC filed a civil action to

| evy upon TCM stock held by M. Heinrich. As part of the
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bankruptcy case, TCMfiled actions to prevent the transfer of the
stock to Flagstar. Flagstar also filed an action agai nst M.
Kinsey and TCM To settle these clains, M. Kinsey agreed to pay
Fl agstar $1.5 mllion. For the paynent, M. Kinsey and TCM woul d
receive a release of all clains and Flagstar’s agreenent to
facilitate the return of TCM stock to M. Kinsey.

By |etter dated June 28, 2004, TCM confirnmed with M.
Heinrich that M. Kinsey was authorized to continue operating
TCM In 2004 TCM paid M. Kinsey' s personal attorney’s fees in
an anmount not |ess than $44, 152. 44.

On June 7, 2005, M. Kinsey, as president of TCM filed for
chapter 11 bankruptcy in the U S. Bankruptcy Court for the
District of Colorado (the bankruptcy court). In TCM s bankruptcy
statenent of financial affairs, M. Kinsey listed M. Heinrich as
t he 100- percent owner of TCM

On February 14, 2006, the bankruptcy court granted a notion
to approve the settlenent agreenent. 1In his testinony before the
bankruptcy court, in the settlenent agreenent, and in the notion
to approve settlenent, M. Kinsey took the position that he had
sold 1,000 shares of stock in TCMto M. Heinrich on Decenber 3,
2003, and that he was not an owner of TCMthereafter.

The bankruptcy court approved the settlenent, and M. Kinsey
di sconti nued TCM as a business in 2006. Petitioners did not

report as inconme for 2004 TCM s paynents to M. Kinsey's attorney
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in 2004. Petitioners did not report any distributive share of
income or loss fromTCMon their initial 2004 return, but they
clainmed the loss fromTCM on an anmended return, as previously
descri bed.

On March 27, 2009, respondent issued the notice of
deficiency for 2004 underlying this proceeding and al so descri bed
above. On June 30, 2009, petitioners tinmely filed their petition
with this Court.

OPI NI ON

We decide this case on the factual record before us, and the

burden of proof does not affect the outcone.

|. The Oiginal Deficiency Determ nation

A sale is generally defined as a transfer of property for

“noney or its equivalent”. Conm ssioner v. Brown, 380 U S. 563,

571 (1965). The key determ nation is “whether the benefits and
burdens of ownership have passed” fromthe seller to the buyer.

Godt & McKay Realty, Inc. v Conmmissioner, 77 T.C. 1221, 1237

(1981). This is a factual determ nation based on the intent of
the parties “as evidenced by the witten agreenents, read in the
light of the attending facts and circunstances”. Haggard v.

Comm ssioner, 24 T.C 1124, 1129 (1955), affd. 241 F.2d 288 (9th

Cr. 1956). Relevant factors used by this Court are: (1)
Whet her legal title passed; (2) how the parties treated the

transaction; (3) whether equity was acquired in the property; (4)
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whet her the contract created a present obligation on the seller
to deliver and an obligation on the buyer to make paynents; (5)
whet her the right of possessions vested with the purchaser; (6)
whi ch party pays the taxes associated with the property; (7)

whi ch party bears the risk of |oss or damage to the property; and
(8) which party receives the profits fromthe operation and sal e

of the property. Godt & MKay Realty, Inc. v. Conm Ssioner,

supra at 1237-1238.

Al though their petition nmakes reference to M. Kinsey’'s
“sale” of TCMin Decenber 2003, petitioners’ anmended petition
refers to the sale as an “event” and clains that the substance of
the “event” did not shift the benefits and burdens of ownership
in TCM Petitioners argue that because M. Kinsey disagreed with
the buyer’s operation of TCM the “event” sonehow di d not
transfer ownership to the buyer. Instead, petitioners argue the
substance of the transaction was a | ease, rather than a sale.
Petitioners concede that if M. Kinsey is not the sole
shar ehol der of TCM t hroughout 2004, the notice of deficiency is
correct. However, for the reasons detailed below, the “event” in
2003 was indeed M. Kinsey's sale of TCM stock, conplete with a
purchase and sal e agreenent and a transaction closing that
occurred at the offices of M. Kinsey' s attorney. M. Kinsey's
sale of TCM stock transferred the benefits and burdens of

ownership fromM. Kinsey to M. Heinrich after the closing
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occurred on Decenber 2, 2003. In fact, M. Kinsey and M.
Hei nrich negotiated and signed a detailed “stock purchase and
sale agreenent” with the assistance of counsel. The terns in
this docunent clearly indicate that the intent of both parties
was to transfer ownership of 1,000 shares of stock in TCM from
M. Kinsey to M. Heinrich.

Mor eover, in exchange for his stock of TCM M. Kinsey
recei ved $3,370,804.76 in cash via a wire transfer through his
busi ness broker, and M. Heinrich received legal title to TCM
As a result, the “event” petitioners refer to was a transaction
t hrough which M. Kinsey received the benefit of his bargain
(i.e., $3.3 mllion) in exchange for the stock of TCM M,

Ki nsey renmai ned with TCM under an enpl oynent agreenent, but he
relinquished control of the conpany to M. Heinrich.
Consequently, the benefits and burdens of TCM ownership shifted
in connection with the 2003 TCM st ock purchase and sal e

agr eenent .

The Court of Appeals for the Eleventh Crcuit has held that
when a taxpayer attenpts to disregard the formof a transaction,
t he taxpayer nust show that the agreenent was a result of fraud,

duress, or undue influence. Bradley v. United States, 730 F.2d

718, 720 (11th G r. 1984); Spector v. Conm ssioner, 641 F.2d 376,

382 (5th Cr. 1981) (relying on Conm ssioner v. Danielson, 378

F.2d 771, 775 (3d Gr. 1967)), revg. and remanding 71 T.C. 1017
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(1979). However, in this case, M. Kinsey was not defrauded but
instead received the full contract price for the sale of his
stock. Petitioners’ anended petition nmakes no allegation that
M. Kinsey was defrauded. Instead, M. Kinsey admts that he
received approximately $3.3 million via a wire transfer in
exchange for selling his TCM st ock.

Petitioners argue that after the stock sale, M. Heinrich
and M. Small used TCMto defraud third-party banks that |ent
funds to TCM They assert that “kind of |like with a stolen get-
away car used in a bank robbery, * * * [TCMs buyer] just trashed
it and abandoned it on the side of the road.” However, the sale
is not avoi ded because of the manner in which TCM was | ater
operated. M. Kinsey was paid the agreed price; the fraud was
not perpetrated on himas part of the sale.

The Kinseys cite Black v. First Fed. Sav. & Loan Associ ation

of Fargo, N.D., 830 P.2d 1103 (Col 0. App. 1992), and cl ai mthat

each of the fraud el enents described in Black are present in the
i nstant case. The court in Black upheld the I ower court’s
conclusion that “First Federal was fraudulently induced to |oan
money”. 1d. at 1114. In their argunent, petitioners explicitly
concede that “In this case, the contract and the transaction
based on it were not induced by fraud.”

Next, citing Colo. Plasterers’ Pension Fund v. Plasterers’

Unlimted, Inc., 655 F. Supp. 1184 (1987), petitioners argue that
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the doctrine of fraud in the execution should void M. Kinsey’'s

sale of TCMab initio. However, the court in Colo. Plasterers’

Pensi on Fund expl ained that in Colorado, “fraud in the execution

‘is fraud exercised in reference to the acts of signing and
delivering an instrunent, sonetines by a deceptive substitution
of docunents causing soneone to sign an instrunent w thout
knowi ng the consequences of his act.’” |[d. at 1186-1187 (quoting

Meyers v. Johanningneier, 11 Brief Tines Reporter 122 (Feb. 6,

1987)).
Quoting the Restatenent (Second) of Contracts, sec. 163
Illustration 2 (1981), the court explained by way of exanpl e:

A and B reach an understanding that they will execute
a witten contract containing terns on which they have
agreed. It is properly prepared and is read by B, but
A substitutes a witing containing essential terns
that are different fromthose agreed upon and thereby
induces Bto signit in the belief that it is the one
he has read. B s apparent manifestation of assent is
not effective.

Colo. Plasterers’ Pension Fund v. Plasterers’ Unlimted, Inc.

supra at 1187.

There has been no all egation and no evidence to suggest that
the TCM sal e contract negotiated by M. Kinsey' s attorney and
executed in his attorney’s office was surreptitiously replaced by
sone ot her docunent. Instead, the record is clear that (1) M.

Ki nsey was well represented in his transaction by a business
broker and | egal counsel, (2) he closed the transaction at the

of fice of his own counsel, and (3) he received in excess of $3.3
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mllion via wire transfer at the conclusion of the transaction.
We can see no fraud in the execution.?

Petitioners’ alternative argunents that the transaction nust
be voi ded on the basis of fraud and illegality fail for the
reasons explained regarding the fraud in the execution argunent.

1. The Increased Deficiency

Section 612 provides that gross incone includes all incone
from what ever source derived, unless the taxpayer can establish
the application of a specific legislative authorization to

exclude incone fromtaxation. Comm ssioner v. d enshaw d ass

Co., 348 U. S. 426, 429-430 (1955). In this respect, a third
party’ s discharge of a taxpayer’s obligation is incone to the

taxpayer. Od Colony Trust Co. v. Commi ssioner, 279 U S. 716

(1929). During 2004 TCM paid attorney’s fees of $44,152. The
fees related to the representation of M. Kinsey and TCMin TCM s
bankruptcy proceeding. As a result, respondent asserts that M.
Ki nsey shoul d have included in incone the anmounts paid as
attorney’s fees. “That the funds were paid directly to
petitioner’s attorney and not to petitioner does not alter this

result.” Sanford v. Conmm ssioner, T.C. Menpb. 2008-158. There is

!Respondent al so asserts judicial estoppel regarding the
sale of TCM stock in 2003 as a result of the representations in
t he bankruptcy filing. Because we reject petitioners’ clains
that the sale should be disregarded, it is unnecessary for us to
reach this argunent.

2All section references are to the Internal Revenue Code in
effect for 2004.
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no di spute the anount was paid, and petitioners did not report
this anmount on their 2004 tax return or anended return. At the
time of the legal fee paynent, the legitinmte operations of TCM
were still directed by M. Kinsey. This issue turns on whether
in directing paynent of these |legal fees, M. Kinsey was paying a
legitimate expense of TCM rather than his own personal expense.
W find on the facts before us that the paynent in 2004 was a
reasonabl e expenditure of TCMfunds in attenpting to extricate
TCM and its president, M. Kinsey, fromthe results of the
fraudul ent actions after the sale in 2003. W do not find that
the paynment was primarily for M. Kinsey' s personal benefit.
Consequently, petitioners’ incone should not be increased by
$44,152. 44 for the 2004 taxable year.

To reflect the foregoing,

Deci sion will be entered

for respondent as to the

origi nal deficiency

determ nati on and for

petitioners as to the

asserted increased deficiency.




